The Home Depot, Inc. (NYSE: HD) 
Basis for Recommendation
We recommend a BUY rating for The Home Depot based on their wide economic moat, strong growth catalysts, and top position in the Home Improvement industry. Home Depot has experienced strong revenue growth over the past five years, and it has strong catalysts, such as the One Home Depot Initiative, that should continue to drive revenue growth. Home Depot is the largest company in the Home Improvement industry, comprising 47% of the market share. They have strong bargaining power over their broad network of suppliers and are able to provide a low-cost advantage to their customers, which encourages their loyalty. Many traditional brick and mortar stores are struggling to compete with online retailers such as Amazon. The Home Depot, however, is resistant to the threat of e-commerce because they sell products that are largely cost ineffective for ecommerce giants to sell and have developed their own e-commerce distribution channel. 
BUSINESS OVERVIEW
The Home Depot Inc. was founded in 1978 and is the world's largest home improvement retailer. They operate 2,284 stores across North America with locations in The United States, Puerto Rico, The Virgin Islands, Guam, Canada, and Mexico. Stores average approximately 128,000 square feet, with sales per square foot averaging $417, and an average ticket of $63. In addition to their stores, The Home Depot operates a network of distribution and fulfilment centers, as well as e-commerce sites. The Home Depot offers a wide selection of home improvement products, lawn and garden products, and décor products as well as numerous services such and tool and equipment rental and home improvement installation services (Appendix B).
The Home Depot's three major customer segments, defined below, are comprised of DIY customers (18.2%) and Professionals plus "Do it For Me" customers (81.8%)
Do-It-Yourself (DIY):
Primarily customers who own homes and complete their own projects and installations. Home Depot's associates help provide product and project expertise through in-store interactions, online media, and other resources. The Home Depot also offers a number of workshops to build a relationship with these customers.
Do-It-For-Me (DIFM):
Primarily customers who are own homes and engage with pros to complete home projects and installation. The Home Depot offers a variety of installation services to these customers available for purchase both in-store. Installation programs include categories such as: flooring, windows, countertops, furnaces, and central air systems.
Professionals (PROS)
: "Professionals" include: professional contractors/home remodelers, general contractors, handymen and property managers, plumbers, electricians, and painters. These customers build, renovate, and maintain:
• Residential, hospitality, and commercial properties • Single and multi-family homes
• Commercial, education, and healthcare facilities • Government and office buildings
INDUSTRY ANALYSIS Industry Analysis
The Home Improvement industry is moderately sensitive to changes in macroeconomic factors such as the health of the overall United States economy and US housing starts. According to consensus estimates, the US unemployment rate will remain relatively low and GDP per-capita is poised to grow at 3.2% per year over the next four years. These statistics contribute to our positive outlook for the home improvement sector as they signal that consumers will be able to continue to generate income and have discretionary funds that could be spent on home improvement projects.
The customer base of Home Depot and Lowe's, the top two home improvement retailers, has historically been split between Professionals and DIY customers. However, there is a growing segment of customers referred to as Do-It-For-Me (DIFM) customers, who choose to have a professional complete their home projects and installations. There is a consensus that the DIFM customer segment will continue to grow as the baby boomer generation, that has predominantly been DIY customers, become more willing to pay a premium for installation services.
Competitive Analysis

Figure 1
The US Home Improvement industry is commonly referred to as a duopoly between Lowe's and Home Depot. The two titans account for 78% of the industry's market share with Home Depot controlling 47% of the market and Lowe's controlling 31%. In reality, the business model and products of both companies are extremely similar. Despite similar business models, The Home Depot has managed to gain a lead in market share and we believe this will remain the case due to Home Depot's value, culture, and innovation.
Porter's Five Forces
After conducting a Porter's Five Forces analysis on both Home Depot and Lowe's, we concluded the following:
Bargaining Power -Consumer: We determined a moderate level threat. Consumers face a nonexistent cost of switching between competitors in the Home Improvement industry, which gives them leverage over companies and an ability to speak with their wallets. The Home Depot combats this threat by providing customers with everyday low prices and a robust portfolio of exclusive brands.
Bargaining Power -Suppliers: We determined a very low-level threat. Due to Home Depot's size, they possess a large amount of leverage over their suppliers. This allows Home Depot to drive aggressive deals with suppliers and generate value that can be passed on to customers.
Threat of Substitutes:
We determined that this is the biggest threat to Home Depot. As outlined in the Bargaining Power of Consumers, there is little to no cost of switching between companies to consumers allowing consumers the possibility of "cherry picking" what products to buy from which store. In addition to great prices, The Home Depot responds to this threat by instilling loyalty in their customers and diversifying themselves through a focus on culture and customer satisfaction.
Threat of new entrants:
We determined a very low risk level. While it wouldn't be impossible to start up a chain of home improvement stores, we believe it would be near impossible for a new competitor to reach the scale of Lowe's and Home Depot, due to the established brand loyalty and supply chain network that Home Depot and Lowe's have spent decades creating.
Competitive Rivalry: Lastly, we determined that competitive rivalry is a moderate level threat. The Home Improvement industry is a mature market in which Home Depot is already the industry leader. There are multiple factors that lead us to conclude that The Home Depot will remain the industry leader well into the future and they are outlined in the competitive advantages section.
Competitive Advantages
The Home Depot is focused on improving their supply chain, increasing their exposure to customers, and instilling customer loyalty by providing amazing value. In order to improve their supply chain and exposure to customers, Home Depot has started an initiative named One Home Depot
The Home Depot quantitatively outclasses Lowe's in several comparative metrics. Referring to figure 1, one key takeaway is the fact the market is willing to pay a higher premium per dollar of Home Depot earnings compared to Lowe's. Home Depot's higher P/E Ratio is indicative of the overall market's belief that Home Depot's growth potential is higher than that of Lowe's. Two other key statistics from figure 1 are the average ticket number and the total transactions per year. Lowe's has a slightly higher average ticket number, beating Home Depot's average ticket by $9, but The Home Depot produces $625 million more transactions than Lowe's in a year while only having 151 more stores than Lowe's.
INVESTMENT THESIS Wide Economic Moat
An economic moat comes from a company's ability to diversify itself and become unique to the point that it is near impossible to recreate. The Home Depot's wide economic moat is attributed to their bargaining power over suppliers. Due to their scale, The Home Depot is able to cut immense deals with their suppliers. The Home Depot's suppliers need Home Depot's business more than Home Depot needs theirs: The Home Depot deals with a broad network of suppliers and offer account for a large portion of their suppliers revenues. The leverage that Home Depot has over suppliers allows for them to demand discounts on products, creating value that can then be passed on to Home Depot's customers in the form of everyday low prices that can only be matched by Lowe's.
Another aspect of The Home Depot's wide economic moat is that they are resilient o the threat of e-commerce; They're "Amazon-proof". Most of the products that Home Depot offers, such as lumber, are cost inefficient for ecommerce giants like Amazon to ship. The Home Depot also has an answer for those products that can be easily sold online, and that's their One Home Depot initiative. With One Home Depot, Home Depot gains a competitive advantage against general e-commerce companies by creating an ecosystem to benefit the customer. This ecosystem not only addresses Home Depot's e-commerce problems, but also boosts customer satisfaction and incentivizes customer loyalty which leads to growth for the company.
One Home Depot
One Home Depot is the name of Home Depot's $11 billion strategy to drive growth. The initiative was announced in late 2017 and aims to invest in their stores, associates, digital experience, and supply chain. 
Compact Power Equipment -Compact Power Equipment was acquired in 2017 for $265 Million and was an equipment rental and maintenance company. This acquisition was aimed to boost customer satisfaction, particularly the pros segment of customers, and helped Home Depot enhance their equipment and tool rental offerings.
Interline Brands -Interline Brands was a big acquisition in 2015. The company was acquired for $1.6 Billion and was a large-scale distributor of maintenance products. This acquisition has been widely accepted as a success due to it increasing Home Depot's maintenance, repairs and operation supplies capabilities. Interline Brands also increased Home Depot's last mile delivery capabilities.
Current Standing Within the Industry
We believe that Home Depot is well positioned for growth. In the Competitive Advantages section, we mentioned several reasons why we believe Home Depot to be a better company than Lowe's. In addition to those quantitative factors there are qualitative factors that further support our theory.
In late 2018, Lowe's announced that they would be closing 51 stores. Part of the justification of these closures were due to the fact that most of those Lowe's were within a ten-mile radius of another Lowe's, but it was a negative signal nonetheless. Lowe's has also started to take lessons from The Home Depot. Lowe's current CEO Marvin Ellison was a high-ranking officer at Home Depot for over 12 years and has openly stated that he would like to implement strategies from the Home Depot play book wherever possible. We believe this to be another weak signal because it shows that Lowe's is effectively playing catch up with Home Depot, and if their main focus is to catch up and achieve what Home
Figure 2
Depot has already done, it shows that they are not innovating in a way that would surpass what Home Depot is currently doing. Figure 2 shows a summary of our scenarios and what weight was assigned to each scenario. On the date of our original stock pitch, the price of Home Depot was $184.64 per share. Using our target price of $224.91, we calculated the margin of safety on this investment to be about 22%.
VALUATION
Our full DCF model can be found in Appendix A. For our projections we used a combination of consensus projections and our own opinions to arrive at expected growth rates and ratios. For revenue projections we began to decelerate revenue growth which was in line with expert consensus.
However, after 2022 we begin to see a rebound in the revenue growth rate after dropping to 3.3%. The thought process behind this rebound is to be in line with the overall economic cycle.
Given our prior modeling experience, we realize the impact that the perpetual growth rate can have on our final target price. We wanted to take a conservative estimate for this growth rate, even in our base case. To formulate our perpetual growth rate, we started with the base being the US real GDP growth rate. Our long-term expectation is that the US real GDP will grow at a minimum of 2.5% well into the future. With that as a base we also estimated the Home Depot will grow its revenue at least .5% faster than the US grows its real GDP. Adding the two gives us our terminal growth rate of 3% in a base case and then we added/subtracted 30 basis points for bull/base cases.
RISKS
We have identified the following risks that could negatively impact Home Depot's operations, ability to generate or increase revenue, and our investment thesis:
Failure to Properly Implement Initiatives:
Home Depot has made significant investments in their One Home Depot initiative and recent acquisitions. There is a risk of short-term disruption of operations as a result of the implementation of these initiatives. There is also a risk that these initiatives could fail or fail to provide their intended benefit.
Technology Failure:
Failure of information technology systems, customer facing technology, or supply chain could impair Home Depot's operations, interconnected retail strategy, and e-commerce sales channel.
Failure to Attract and Retain Qualified Associates
Home Depot's ability to employ qualified associates who can provide industry-leading customer service is critical to maintain their status as the #1 home improvement retailer. Additionally, external factors including wage and insurance costs could affect their ability to control labor costs.
Failure to Adapt
The Home Improvement industry is highly competitive and concentrated. The Home Depot may not be able to maintain its market share if it cannot adapt to changing customer demands, needs, and trends. Additionally, strong completion may have an adverse effect on Home Depot's pricing power.
CORPORATE SOCIAL RESPONSIBILITY
The Home Depot has established 3 pillars for their ESG strategy: Focus on People, Strengthen Communities, and operate sustainably. The company is focused on reducing their environmental impact by operating sustainably and selling products that meet and exceed environmental standards. The environmental non-profit CDP ranked Home Depot "A" on its Climate Change List for their actions to reduce carbon emissions and mitigate climate risks. In addition to being environmentally conscious, The Home Depot is focused on supporting veterans, providing disaster relief, and training tradespeople.
▪ 35,000 of The Home Depot's employees are U.S. veterans or reservists, and they have committed $500 million to veteran causes by 2025 ▪ They have committed $50 million to train 20,000 tradespeople over the next ten years ▪ In 2017, they committed over $3 million to disaster relief after hurricanes Harvey, Maria, and Irma
Management Conclusion
In conclusion, we believe that The Home Depot is the most attractive investment opportunity in the Home Improvement industry. We have analyzed The Home Depot, Inc. using qualitative and quantitative approaches and after modeling our expectations of the company we found a positive margin of safety, indicating that the company is currently undervalued. We have a positive outlook for the industry as a whole given our economic outlook, and we strongly believe that Home Depot will outperform Lowe's. Our investment thesis for investing in this industry boils down to the Home Improvement industry having a wide economic moat that protects it from fierce ecommerce competition with the likes of Amazon.
After choosing the Home Improvement industry, we identified that the question becomes whether to invest in Home Depot, or Lowe's. One reason behind our belief that Home Depot is a more attractive investment than Lowe's is because of their current place within the industry. Home Depot outperforms Lowe's in most quantitative metrics. From our qualitative analysis, we concluded that Home Depot is innovating while Lowe's is simply playing catch up. The One Home Depot initiative is a great example of Home Depot's innovative mindset. It shows that Home Depot is focused on the maximizing efficiency and customer satisfaction. The Home Depot is a truly nimble company that is well positioned to continue dominating in an industry that will continue to grow, and that is why we have issued a BUY recommendation. 
